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Intellectual delusion
Professor Parguez addresses a very relevant and timely question: 'Why was there no political debate about the soundness of the [European common currency] system?' (p.2). The paper starts out in the inter-war period. At that time the gold standard was the canonical international monetary system.
Hardly any economist challenged the gold standard as an overruling and theoretically sound system; it was only the gold content of the national currency which was disputed in the 1920s. As we know, Britain did choose the old, i.e. pre-war, gold parity, which immediately created a balance of payments problem. France took another path by reducing the gold parity considerably, which gave a short lived boost to French competitiveness. But during the Great Depression in the 1930s France hung on, much too long to the gold standard, making the unemployment problem and the depression deeper than in many comparable countries.
Hence, monetary theory came into disarray. But a new macroeconomic understanding had to wait until the publication of Keynes's ' The General Theory of Employment, Interest and Money' in 1936 . Furthermore, it took time to digest this new theory. However, Keynes's macroeconomic theory was a theoretical sea-change, so since then no serious macroeconomist can claim that the gold standard and the quantitative theory of money (and prices) was the only theory in town! Keynes demonstrated theoretically that 'money' is not neutral, in two senses: 1. in pure macroeconomic theory explaining reality and 2. in practice when macroeconomic policies are undertaken governments need money. Although a member of the Liberal Party, Keynes developed his new macroeconomic understanding in an attempt to understand why unemployment persisted and production was stagnating even though the fundamental assumptions behind the (neo)classical economic policies were fulfilled: wage flexibility and a balanced public budget.
Keynes's claim was that the national macroeconomic system cannot adjust by itself to facilitate full employment. The private sector cannot through the market system be expected to establish via increased flexibility and competition a balance (equilibrium) between financial saving and real (physical) investment at full employment -information, institutions and, therefore, policy are lacking. Due to uncertainty, there is even a risk that 'free' market forces and flexible wage adjustment would aggravate the imbalances.
Keynes's original analysis focussed on the national level: how to stabilize macroeconomic development and by active policies bring it closer to full employment, which he considered an essential liberal goal. Later he expanded his analysis and brought the international aspect into consideration. But one should not forget that in 1933 Keynes wrote 'National Self-Sufficiency', where he raised the questions, what can a rich country obtain in economic terms by free trade, free capital movements, etc? At that time, he did not even mention giving up nation's own currency. He did not hesitate to give Ricardo full credit for his arguments related to comparative advantages obtained by free international trade; but Keynes added, are these arguments relevant today? He was referring to Ricardo's stylized model and even more importantly to the loss of sovereignty with regard to undertaking national macroeconomic policies to stabilize employment (and production).
Keynes would not deny that -with the theoretical models -there could be some long run gains to be obtained from international trade (but not until the 'tempestuous season is over'); but the short term losses might be significant -and even worse, the long run gains might never appear. These perspectives brought the more mature (and disillusioned) Keynes to the conclusion that international economics had to be regulated, because there would be no benefit from a nonregulated market system and a neutralized political system, either nationally or domestically.
Hence, after the Second World War and the implementation of the Bretton Woods System (an intellectual and political construction with inspiration from Keynes), serious economists should have known the theoretical arguments explaining macroeconomic imbalances. During the 1950s and 1960s, they got the empirical 'proof of the pudding': high growth rates and full employment within an international system characterized by fixed but adjustable exchange rates and financial capital control. hardly any reservation regarding the idea of a monetary union; and even more surprisingly, you find no serious objection to the conclusion that the majority of EU countries could within less than ten years represent an 'optimal currency area'. Hence, the idea of monetary/fiscal transfers from 'winners' to 'losers' was not even mentioned, because it was concluded that all participants would gain due to lower transaction costs and enlarged foreign trade. Only the German central bank governor, Karl Otto Pöhl, had sceptical comments: first, he wondered how many countries really were ready to adopt a common currency, and secondly, he doubted that the monetary union could work well without being supported by an (emerging) political union. But no one paid really attention to these reservations when monetary union was negotiated as a part of the Maastricht Treaty, partly because Karl Otto Pöhl shortly afterwards had been on a collision course with Chancellor Helmut Kohl regarding the monetary unification between East and West Germany at one-to-one parity. Anyway, Delors was very eager to prevent any dissenting viewpoints, which gave the monetarist view of the central bankers the upper hand. Hence, the euro-monetarist, i.e. the German view, on how to organize the monetary union, not the French one, got the final word when the report and later the Maastricht treaty was written: the ECB being independent of the political system and with its sole focus as combating price inflation. In addition, it was recommended that the money supply would come under the control of economic technocrats, because the ECB board was explicitly given the task of conducting monetary policy without any instructions from the political system, which would bring future inflation firmly under control When the crisis hit in 2008, it was demonstrated that the French elite and the German view (the ECB's) were both entirely wrong, for at least four reasons:
1. The euro-countries did not converge after they joined the euro-zone. But the Brussels Elite and the ECB did not pay attention to real sector imbalances; they were only watching the average rate of consumer price inflation and the public sector deficit. They did not care 3. The money supply had run out of control. It is a false idea that any central bank can control the money supply. Private banks have the upper hand, because it is the amount of bank lending, buying bonds etc. which determines the amount of bank deposits. In any event, in the present situation, the excess supply of money had hardly any impact on the consumer price level, which, in fact, came as a surprise to the ECB economists. On the other hand, they should not have been surprised by the impact on asset prices and the inherent risks related to asset price bubbles. But the ECB governors acted as though they did not see any inflation; hence there was no reason to limit bank credit. They were wrong -as we now know and they should have known! 4. Finally, as Parguez rightly stresses (p. 17), the euro-monetarists mistake the real economy for a 'Walrasian Equilibrium state'. To them, private and public sector expenditures compete on scarce factors of production. But here also they are wrong. Unemployment has for 40 years been far above any reasonably defined structural level, which can be seen from the statistics. Today more than 25 million people are unemployed in Europe (before adding the refugees). One consequence has been falling nominal wage inflation, falling wage share and structural excess financial savings in the private sector. In this case, public sector real investments are indispensable to make the private sector re-start and recover. But instead, austerity policies reduce private real investment even further and hence, increase the structural imbalances of the private sector (and labour market).
Conclusion: Debunked economics vi
Finally, the French elite have to realize that their strategy of being 'primus inter pares' in an integrating Europe failed in the inter-war period and once again in setting up the common European currency. But this time there is no excuse, because the economists knew better. It should have come as no surprise that the common currency in stead has supported the German revival. Germany's superiority in industrial productivity and suppressing inflation is second to none, which has caused huge balance of payments and unemployment imbalances to build up within the euro-zone. (Keynes, 1919: xxii) , for a deeper discussion of the consequences of the French aspiration after the first world war, see for instance, Jespersen. 2014. iv 'External' is in quotation marks, because all three economists were known as being in favour of the idea of setting up a monetary union in Europe. v The Danish Central Bank governor got later in his carrier second thought on the advantages of setting up a monetary union in the present form at the present time, see Hoffmeyer. 2000 vi Together with my Italian colleague Dr. Bruno Amoroso and I have discussed the increasing fragility of the European Monetary Union in a North-South perspective, as different from the French perspective. vii As Parguez correctly points out, this is no a new situation. He has contribution from the very start of the Monetary Union emphasized the theoretically hollowness, that the arguments in favour of the EMU were better explained by ideology than realistic macroeconomic theory, which I have propagated in the Scandinavian countries see for instance, Jespersen. 2002 Jespersen. , 2004 Jespersen. and 2005 Empirical support was ample, but at last canonized by IMF, se for instance, Eyrand and Weber. 2013 . It is also telling how one of the most read textbooks on the Monetary Union by Paul De Grauwe is lacking behind reality. Not until the 11th edition expected in April 2016 has the word euro-exit not to speak of a theoretical discussion been mentioned. The possibility of a financial crisis in the euro-zone had to wait until the 9 th edition (2012) and was devoted just a couple of pages.
